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Recent theoretical and empirical literature related to finance and
economic growth indicates that financial intermediaries have a
significant positive contribution to long-term economic growth.
The importance of financial intermediation for economic growth is
much more significant for transition and emerging economies.
The extent and the speed of capital market development in the last two
decade in these countries vary significantly.
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The main aim of the paper is to investigate which are the main drivers
of capital market development and to identify the reasons why there is
different growth path of capital markets for a sample of CEE countries.
The second goal is to examine in which way the global financial crisis
affects on capital markets in Western Balkan, Former Soviet Union and
Emerging European economies.
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Cross-country and Panel regression analysis
Carcia and Liu (1999) studied the macroeconomic determinants of stock
market development for a sample of Latin American, East Asia and industrial
countries in the period 1980-1995.
Naceur et al. (2007) analyzed the macroeconomic determinants of stock
markets development for a sample of the (Middle East and North African)
MENA countries
Yartey (2007, 2008, 2010) investigated the stock market development
determinants in African countries.
Kurach (2010) examined the macroeconomic and some institutional
determinants of stock market development in the thirteen CEE countries.
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Time series analysis and single-country approach
Duca (2007) investigated the causality relationship between economic
growth and stock market development in several developed countries
(United States, Urinated Kingdom, France, Germany and Japan) in the
period from 1957-2005.
Wl-Nader and Alraimony (2011) analyzed the impact of economic
growth on stock market development in Jordan for the period 1990-
2011 by using a VECM approach.
Pradhan et al. (2013) investigated the macroeconomic determinants of
stock market development for 16 Asian countries in the period 1988-
2012 by applying a panel VAR model.
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Sample of country and time period
In our empirical research, we use the annual data for the years 2002–
2012, while the study sample is consisted from three groups of CEE
countries: three Western Balkan countries (Macedonia, Serbia, and
Croatia), ten new EU member States or Emerging European
economies (Czech Republic, Hungary, Slovak Republic, Poland, Slovenia,
Romania and Bulgaria), including the Baltic countries (Latvia, Lithuania
and Estonia), and five Former Soviet Union (FSU) or Commonwealth of
Independent States (CIS) countries (Kazakhstan, Russian Federation,
Ukraine, Armenia, and Azerbaijan).
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Research methodology and model specification
The general form of the empirical capital market development equation (system
GMM) applied in our empirical estimations can be displayed as follows:
where, CMDit is the capital market development in country i over time period t
measured as capital market capitalization as a percent of GDP; gi,t-1 is a lagged value
of capital markets development, i.e. lagged dependent (endogenous) variable which
allows for a dynamic structure of the model: vector, Xit, contains macroeconomic
specific determinants which vary over i and t; vector, while the vector, Iit, is
represented by the proxy variables that capture the institutional quality as a stock
market determinant.
The term, Yi within the equation is related to time invariant variable (EU status of the
countries). The other part of the equation contains individual (unobservable country-
specific) effects µi, along with the independently identically distributed stochastic
disturbance term uit.
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Estimated results and discussion
Empirical work
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Table 1: The capital markets development determinants  
Dependent Variable: Capital markets development  
Variables: (1) (2) (3) (4) 
Capital markets development (t-1) 0.516* 
(.000) 
0.622* 
(.000) 
0.514* 
(.000)   
0.609* 
(.000) 
Growth rate 1.348*  
(.000)  
1.310* 
(.000) 
1.073* 
  (.000) 
1.245* 
(.000) 
Macroeconomic instability -1.656** 
(0.014)    
-0.938** 
(0.181) 
-2.190* 
(.005)    
-2.062* 
(.016) 
Openness -0.187* 
(.000)    
-0.173* 
(.000) 
-0.142* 
   (.001) 
-0.125* 
(.002) 
Stock market total value traded ratio 0.191* 
(.018)    
 0.197 
 (.016)    
 
Stock market turnover ratio  0.111* 
(0.002) 
 0.105* 
(.002) 
Bank private credits 0.211** 
(.001)   
0.180* 
(.004) 
0.200** 
(.001)    
0.152* 
(.013) 
Foreign direct investment 0.097 
(.210)    
0.092 
(.253) 
0.059 
(.545)    
0.085 
(0.279) 
Financial instability -0.006 
(.944)    
-0.014 
(0.880) 
-0.033  
(.716)   
-0.015 
(0.862) 
Institutional quality   -1.175 
(.154)    
-1.954 
(0.525) 
Wald (chi2) statistics ** 499.06 
(.000) 
490.85 
(.000) 
495.71 
(.000) 
517.66 
(.000) 
Arellano-bond AR(2) test 
 (Ho: no second order serial correlation) 
-2.013 
(.044) 
-2.045 
(.041) 
-2.023 
(.043) 
-2.035 
(.042) 
Sargan test  
(Ho: instruments are valid) 
188.385 
(.0518) 
176.429 
(.0691) 
187.3442 
(.0929) 
175.716 
(.1589) 
Note: *statistical significance at the 1% level, **significance at the 5% level, ***significance at the 10% level 
(in parenthesis are p-values). System GMM with robust standard errors is applied.  
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Table 1a: The capital markets development determinants  
Dependent Variable: Capital Markets development  
Variables: (5) (6) (7) (8) 
Capital Markets development (t-1) 0.609* 
(.000)    
0.623* 
(.000)    
0.750* 
(.000)    
0.603* 
(.000) 
Growth rate 1.249* 
(.001)    
  1.154* 
(.000)    
1.333* 
   (.000) 
1.419* 
(.000) 
Macroeconomic instability -2.044* 
(.023)    
-2.186* 
(.010)    
-2.448* 
(.018)    
-2.488* 
(.003) 
Openness   -0.125* 
(.000)    
-0.122* 
(.002)    
-0.089* 
(.025)    
-0.132* 
(.001) 
Stock market total value traded ratio 0.105* 
(.001)    
0.092* 
(.007) 
0.011** 
(.083)    
0.091** 
(.094) 
Bank private credits 0.152* 
(.026)    
0.147* 
(.014)    
0.149* 
(.013)    
0.204* 
(.000) 
Foreign direct investment 0.087 
(.308) 
0.122* 
(.124) 
0.131* 
(.074)    
0.127* 
(.103) 
Financial instability -0.014 
(.936) 
0.013 
(.878) 
0.115 
(.251)    
0.015 
(.879) 
Institutional quality -1.849  
(.150)  
-2.754* 
(.000)    
-1.2474  
(.127)   
-1.386 
(.110) 
Emerging European economies (EU) -0.506 
(.911) 
   
Institutional quality*EU  1.845* 
(.023)    
  
Dummy_2008   -10.802* 
(.000)     
 
Dummy_2009   -3.454  
(.251)   
 
EU*Dummy_2008    -6.416* 
(.005) 
EU*Dummy_2009    0.794 
(.791) 
Wald (chi2) statistics 1328.99 
(.000) 
536.61 
(.000) 
619.26 
(.000) 
538.44 
(.000) 
Arellano-bond AR(2) test 
(Ho: no second order serial correlation) 
-2.039 
(.041) 
-1.978 
  (.047) 
-1.813 
(.069) 
-1.807 
(.070) 
Sargan test  
(Ho: instruments are valid) 
173.610 
(.172) 
175.257 
(.151) 
187.563 
(.043) 
185.237 
(.0549) 
Note: ***statistical significance at the 1% level, **significance at the 5% level, *significance at the 10% level 
(in parenthesis are p-values). System GMM with robust standard errors is applied. 
The estimated results indicate that economic growth, macroeconomic
stability, stock market liquidity, and banking sector development are the
main drivers of capital market development in the CEE countries.
Significant difference in the relationship between institutional quality and
capital market development among emerging European economies and the
rest of the observed countries in the sample (Western Balkans and Former
Soviet Union) is found.
The institutional quality has positive and significant impact on capital market
development in the emerging European economies, while it’s not a case for
the Western Balkan and Former Soviet Union countries.
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The findings regarding the effects of global financial crisis on stock
market development suggest that the CEE capital markets have been
severely affected by the crisis.
Furthermore, the results suggest that only the emerging European
economies suffered from the negative effects of the crisis in 2008,
while WB and FSU economies experienced more serious decline of
stock markets capitalization one year later.
The results of Sargan tests have shown that the chosen set of
instrumental variables is valid, while Arellano-Bond test indicates that
there is no second order autocorrelation as a basic condition for
validity of applied model.
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Thank you for your attention!
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